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MONTE CARLO SIMULATION
ANALYSIS - A TOOL FOR PROJECTING
THE UNKNOWN
By S teve P o m e ra n tz, Ph.D. and Bruce G. D u b in sky, MST, CPA, CVA, CFE
‘‘Y our guess is as good as mine.”
“I don’t know for sure, I’m guess
ing. . .it’s a guessing game!”
IS IT REALLY?
As CPAs and financial experts, we
are often asked to provide valuations
of businesses or what is essentially the
value of a stream of future cash flows.
As financial advisers, perhaps we are
called u p o n to offer in v estm en t
advice as to the projected value or
future return of a particular invest
m ent; and as expert witnesses, we
sometimes are required to do both.
Whatever the problem, solving it
with any degree of reasonable cer
tainty requires making certain under
lying assum ptions. And as hum an
nature will have it, it is often tempt
ing to m ake those u n d e rly in g
assumptions in a m anner conducive
to reaching the desired answer. In

other words, we all want to arrive at a
“good answer.” Unlike the real world
of “the good, the bad, and the ugly,”
in the financial world, nobody really
wants to hear the bad and certainly
not the ugly answer. However, the
reality is that acting as an objective
adviser, whether as a CPA, an invest
ment adviser, or an expert witness in
litigation, requires one to fully under
stand the problem at hand and to
examine it in a m anner that reveals
“the good, the bad, and the ugly.” It
is only by doing so that one can reach
an inform ed, well-formulated, and
supportable conclusion.
U ncertainty is prevalent in any
business scenario, and although that
risk can n o t be elim inated ju s t by
examining it, a more thorough inves
tigation into the full range of possibil
ities can provide the answers to allow
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for confidence in any decision-mak
ing process.
This is the first of three articles in
a series dedicated to the topic of the
Monte Carlo simulation, a statistical
technique that can be very useful for
both valuation and litigation applica
tions. This article is in te n d e d to
introduce the topic and explain the
purpose, theory, and basic method
ology of the concept. In the second
article, we will address in detail a par
ticular example and illustrate how
basic problem s can be addressed
through specialized commercial soft
ware including Excel. The third and
final article in this series will give
som e exam ples of ap p licatio n s
within the litigation context.
First, the word simulation refers to
any analytical method meant to imi
tate a real-life situation. Without the
aid of sim ulation, a sp read sh eet
model will only reveal a single out
come, generally, the most likely or
average scenario. We all know that
relying upon averages can be very
dangerous. In order to properly con
sider the uncertainty or risk inherent
in any given situation, one m ust
incorporate a spreadsheet m odel
that is built upon a simulation analy
sis that automatically analyzes the
effect of varying inputs on outputs of
the spreadsheet model.
The M onte Carlo m oniker was
popularized by early researchers in
the field of statistical sampling and
m ath em atics an d refers to the
famous casino in Monaco. Its use of
ran d o m n ess an d the rep etitiv e
nature of the process are analogous
to the gambling activities found at
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casinos. Games of chance such as
roulette, dice, and slot m achines
exhibit random behavior. The ran
dom behavior in casino games is sim
ilar to how the Monte Carlo simula
tion selects variable values at random
to simulate outcomes for a particular
model. We all know that when you
roll a die, either a 1, 2, 3, 4, 5, or 6
will come up, but you d o n ’t know
which for any particular roll. Each
roll of the die is independent of all
others. The same concept of ran
domness is present in things such as
movements in interest rates, demand
for products, stock prices, etc. They
all have a known range of values, but
for any given time or event, there is
uncertainty as to the exact figure.
The Monte Carlo simulation is not
ju st a guessing game. In fact, the
Monte Carlo methodology was critical
to the simulations required for the
Manhattan Project even though those
models were limited by the lack of
automated computational tools avail
able at the time. Once the computer

age arrived, Monte Carlo simulations
began receiving m ore and m ore
attention from academics and practi
tioners. Researchers at Los Alamos
began using Monte Carlo simulations
for early work relating to the develop
m ent of the hydrogen bomb. The
Rand Corporation and the U.S. Air
Force were instrumental in funding
and disseminating information on
the Monte Carlo methods being stud
ied and utilized at that time.
Simulation methods using Monte
Carlo require large amounts of ran
dom numbers. The need for large
amounts of random numbers led to
the d ev elo p m en t of com puterassisted random number generators,
aiding researchers by alleviating the
burdensome task of using numbers
from random number printed tables.
Monte Carlo is best understood by
examining some simple examples.
Suppose one needs to value a busi
ness and a critical assumption that
drives part of that analysis is the esti
mate of the volume of sales for the
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next year. If the sales volume this year
is $100, there are several possible val
uation assumptions. The first would
be to assume that next year will also
generate $100 in sales. By examining
the historical data, however, we may
notice that sales have been trending
upwards. Consequently, assuming
that sales remain at their current level
may not be very realistic. Perhaps
over the last five years, we have seen
sales increase an average of 10% per
year. We might then assume that next
year’s sales will be $110. This may be
an im provem ent, but it does not
allow for any uncertainty due to the
inherent risk associated with selling
products. A further investigation into
prior growth rates may indicate that
th o u g h the average grow th was
in d ee d 10%, the actual annual
growth rates ranged from a low of
-20% to a high of 50%. Clearly, this
dispersion among the years would
give anybody pause when attempting
to forecast future sales for this com
pany.
However, M onte Carlo analysis
will allow us to provide a range of
valuations based on some range of
possible grow th rates. We could
always choose to use the average of
these rates for valuation purposes,
but at least we will see a range of
what may actually be the case. As in
the example above, if growth rates
for the last five years were respec
tively, -20%, 50%, 10%, 20%, and
-10% , then that average indeed is

Option Return Scenarios
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10%. Nevertheless, stopping here
and simply using the 10% average
could lead to a faulty valuation. What
the numbers don’t show is the 40%
chance, generated through simula
tion trials, that growth could actually
be negative. Reliance on traditional
averages would conceal this proba
bility; in contrast, it would be evident
in a Monte Carlo analysis.
L et’s look at another example.
Suppose we are trying to evaluate an
investment and wish to gain some
insight into the range of possible
returns. Again, we could either use
some historical value or a M onte
Carlo analysis to provide some range
of reasonable possibilities. Using his
torical results as a predictor of future
returns is very dangerous, as we all
know. In fact, pick up any prospectus
for an investment and you will find
this or a similar disclaimer:
Past performance may not be indicative
offuture results. Therefore, you should not
assume that thefuture performance of any
specific investment or investment strategy
will be profitable or equal to corresponding
past performance levels.
Using a M onte Carlo analysis
helps give a better picture of likely
outcomes for a range of events anal
ogous to the investment in a particu
lar stock.
Here’s how it works: A Monte Carlo
analysis will allow us to calculate not
only an average or expected result
but also much more. For an invest

ment, we can also get a sense of how
bad the return can actually be or
how likely we are to achieve some
targeted return. Or, we could calcu
late a band of confidence in which
the return will likely be realized. The
basic idea behind a M onte Carlo
analysis is to repeatedly sample some
possible values for an uncertain para
meter and see what results arise from
that selection.
The main decision to make in a
Monte Carlo simulation is how to
choose the unknown or uncertain
parameter, whether it is the side of a
coin, the return of a particular stock,
or the earnings growth achieved.
Mathematically, the range of possi
bilities is described by what is called
a p ro b ab ility d istrib u tio n . T he
choice of distribution and the para
meters of that distribution are the
primary inputs to determ ine. And
like any projection requiring inputs,
if the inputs are biased to begin with,
the results will likewise be biased.
The choice of distribution deter
mines the likelihood of each possible
outcome. Two very useful types of
distributions are called the uniform
and the normal. The choice of distri
bution used in a Monte Carlo simu
lation is very important and should
be chosen to match the realities of
the situation. Not doing so can easily
skew the results.
For example, in a roulette game,
all numbers, from 1 to 36, 0 and 00,
are equally likely to be a winning
number and so the random choice of
num ber should come from a uni
form distribution that looks like the
“Roulette Scenarios” chart on page 1.
This means that in each trial, the
probability of any given n u m b er
being chosen is equal, and is approx
imately 2.6% (100% ÷ 38 possible
outcomes).
On the other hand, stock returns
over a fixed time period, w hether
daily, weekly or monthly, have a very
different pattern. Most returns will
tend to be clustered around some cen
tral value with more extreme observa
tions becoming increasingly less likely.
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Data with this property, which is most
stock price returns, are best modeled
by the bell-shaped normal distribution.
(See chart on page 2).
In this sim plified exam ple of
stock returns, a Monte Carlo simula
tion would assume that there is a
13.5% chance th at the stock will
rem ain un ch an g ed , or has a 0%
return. A 10% increase or decrease
in the stock is equally likely, and
equals 10.6%. There is only a 2%
chance of extreme moves either up
or down 30%. A lthough th ere is
some arbitrariness in the approxima
tion of a continuous distribution
with the discrete version illustrated
above, it is important to preserve the
statistical features of the distribution,
such as average and standard devia
tion. For this example, we chose the
buckets to correspond to natural lev
els of stock appreciation or deprecia
tion th a t may occur, and th en
assigned probabilities to those buck
ets to ensure that this discrete distri
bution had m om ents that agreed
with those of the standard normal
distribution. Depending on the type
of software used, norm al distribu
tions can be approximated by a his
togram like the one on page 2 with
an arb itrary n u m b er of buckets.
Alternatively, a Monte Carlo simula
tion can choose continuously by
sam pling from the actual norm al
density function. (As this point is a
bit more technical, we leave a fuller
explanation as well as its implemen
tation to our next article in this
series).
The value of a Monte Carlo simula
tion is that even the most complicated
derivative transactions can be exam
ined by beginning from this starting
point, a description of the underlying
distribution for the relevant asset.
Once we can ensure that our sample
stock price returns come from a his
togram or distribution like the one
cited above, we can then evaluate how
any contingent claim would perform.
For instance, consider an at-themoney call option on a stock whose
likely returns are distributed as illus
4

Number of

Standard

House Losses

House
Advantage

100

2

39%

50%

$28

$ (2 6 )

200

3

85%

31%

$92

$ (2 6 )

500

6

131%

18%

$284

$ (2 6 )

1 ,0 0 0

17

63%

15%

$388

$ (2 6 )

2 ,0 0 0

44

26%

12%

$416

$ (2 6 )

3 ,0 0 0

71

17%

10%

$444

$ (2 6 )

4 ,0 0 0

102

9%

9%

$328

$ (2 6 )

5 ,0 0 0

131

6%

8%

$284

$ (2 6 )

6 ,0 0 0

165

1%

8%

$60

$ (2 6 )

Number of Trials

Error

House
Profit

Drawdown

7 ,0 0 0

189

3%

7%

$196

$ (3 8 )

8 ,0 0 0

219

1%

7%

$116

$ (3 8 )

9 ,0 0 0

241

4%

6%

$324

$ (3 8 )

1 0 ,0 0 0

265

5%

6%

$460

$ (3 8 )

trated in the “Option Return Scemarios” chart on page 3. For each
sim ulated stock re tu rn , we th en
determine the payout, if any, of the
option. This allows us to create a his
togram of potential payouts for the
option.
For example, suppose in the first
of many simulated trials, the stock
appreciated by 20%. Then the final
stock price, assuming it began at a
price of $100, would be $120. Thus,
the payout of the option would be
$20. If the cost of the option was $6,
this represents a return of 333%. If,
on the next trial, the stock declined
by 10%, for a final price of 90, then
the option pays out $0, and has a
return of -100%. We can continue
this, trial by trial, to construct a his
togram of returns for an investment
in a simple call option. For this case,
the graph would be as illustrated on
page 3. N ote th a t the re tu rn of
-100% has a very high probability,
while progressively better returns
have lower and lower probability.
This is the nature of stock options
that will provide no payout a high
percentage of the time, but then
offer very high returns with lower
probability. Collecting data like this
on o p tio n re tu rn s allows us to
explore issues such as the likelihood
that investors will lose all their invest
ment or, alternatively, double their
w ealth. In ad d itio n , we can also

determ ine an expected return or
volatility for such an investment by
analyzing all the simulated returns.
The parameters for the distribu
tion m ust fit the situation, which
means that how they are selected is
very im p o rta n t. In o u r ro u le tte
exam ple, the d istrib u tio n m ust
choose a random integer between 1
and 36, as well as 0 and 00. In our
stock exam ple, although we have
chosen the stock returns from a nor
mal distribution, it is just as impor
tant to then select the m ean and
standard deviation of that distribu
tion in order to apply this method.
The choice of these parameters, the
mean and standard deviation, will
have a great impact on the results of
any M onte C arlo p ro b lem . T he
m ean re p re se n ts the ex p ected
return of the stock, while the stan
dard deviation provides a measure of
dispersion around this value. The
higher the standard deviation, the
h ig h e r the u n c e rta in ty a b o u t a
stock’s return, and hence the further
from its expected value it can actu
ally be. It may, therefore, be impor
tant to understand the im pact of
changing these parameters, in addi
tion to just observing the effects of
the uncertainty for any given choice
of those parameters.
And finally, the num ber of trials
conducted is very important. By per
form ing enough random trials, a
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smoother and more reliable pattern
will emerge based on the inherent
uncertainty of both the situation and
the technique. For example, imagine
flipping a coin a certain number of
times and counting how many times
the coin lands heads. Although we
know the chance of heads coming
up is 50%, we don’t expect that every
other flip will be heads, nor do we
expect that 50% of every sample of
tosses will be heads. But as the num
ber of trial flips increases, we expect
to get closer and closer to 50%, and,
consequently, a m ore predictable
pattern. The same holds true when
using a M onte C arlo sim ulation
analysis.
Critics might argue that nobody
can predict that the future and Monte
Carlo simulation analysis is just guess
work that results in unreliable predic
tions. However, for both valuation
purposes as well as investment pur
poses, the uncertainty of using Monte
Carlo can be red u ced by using a
larger sample size or number of trials.
As an example, let’s go back to
the simple Roulette example and try

CPAE xpert

to calculate the house’s odds. This is
a good example, because we know
the answer from an intuitive stand
point. Since the house pays 36:1, but
there are 38 possible numbers, the
house only pays out on average $36
for every $38 it takes in, giving it an
advantage of 2/38 or roughly 5%.
Now, if we run a particular number
of trials, with the house taking $1 for
each, and paying out $36 every time
a given num ber comes up, we may
not experience the actual 5% advan
tage, but we would come closer as
the number of trials increases.
In one particular M onte Carlo
example of a Roulette game, we ran
10,000 trials with the results shown
on page 4. N ote th a t the house
advantage is quite volatile, and does
n ’t achieve what we know to be the
true value until the full 10,000 trials
have been run.
There are two other statistics that
we can calculate. The standard error
of the analysis at each stage tells us
how much uncertainty remains even
after the number of trials has been
run. Even after 10,000 trials, the

house advantage averages 5%, which
is still not statistically significant.
Analogously, note that the cumula
tive house profit, even after 10,000
trials, is barely greater than after
3,000 trials. The drawdown indicates
how negative the house balance can
go; assuming each bet made is for
$1. As you can see, even with its
advantage, the house has to be pre
pared for significant losses to occur
along the way.
Sim ple exam ples like this are
helpful in tuning our intuition about
using Monte Carlo simulation. In the
next article, we will illustrate how to
use Microsoft Excel for some invest
ment related examples, and then go
on in our final installment to use this
technique to provide insight into liti
gation related issues. X
Bruce G. Dubinsky, MST, CPA, CVA, CFE,
specializes in the detection and prevention of
financial frauds. He is also director of litiga
tion and forensic accounting services at
Klausner Dubinsky & Associates in Bethesda,
MD ( w w w .klausnerdubinsky.com ). Steve
Pom erantz, Ph.D., is president of Steve
Pomerantz LLC, Princeton, NJ. He can be con
tacted at steve@stevepomerantz.com.

FASB RELEASES FINAL VERSION OF FAIR VALUE
MEASUREMENT (FASB STATEMENT NO. 157)
By D ouglas R. K rie ser, ASA
The Financial Accounting Standards
Board (FASB) has (finally) issued
Statement of Financial Accounting
Standards No. 157, Fair Value Mea
surement. This is the final version of
the Statement on the definition of
fair value which the FASB started
investigating in 2004.
Recall that, in 2001, the FASB
issued FASB Statem ents No. 141,
Business Combinations, and No. 142,
Goodwill and Other Intangible Assets.
Both Statements contained the fol
lowing definition of fair value:
The amount at which an asset (or lia
bility) could be bought (or incurred) or

sold (or settled) in a current transaction
between willing parties, that is, other than
in a forced or liquidation sale.1
The definition, in several ways,
mirrored accepted definitions of fair
m arket value, b u t was som ew hat
vague about whether the value was
to consider an in-use premise, an in
exchange premise, or some other
fair market value premise. Addition
ally, in some instances, such as stocks
and other financial instruments, the
level of trade was also open for inter
pretation.
The vagueness of the definition
and the many questions it raised cre

a te d q u ite a stir
among valuation and
a c co u n tin g p ro fe s
sionals. T he FASB
received so m uch
feedback and so many
questions on the issue
that they decided to come up with a
S ta te m e n t d e d ic a te d to fu rth e r
defining fair value.
FASB S ta te m e n t No. 157 is
intended to clear up these and other
issues brought up during the investi
gation period which began in June
of 2004. T he S ta te m e n t is also
in ten d ed to provide a consistent
framework for measuring fair value,
provide guidance in the use of the
term and the m easurem ent of fair
value, and provide enhanced disclo
sure of fair value measurements.
The Statement is applicable to all
of those companies which follow gen

1 FASB Statement No. 141, Business Combinations, Appendix F; FASB Statement No. 142, Goodwill and Other Intangible Assets, Paragraph 23.
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erally accepted accounting principles
(GAAP) and is effective for any finan
cial statem ent issued for the fiscal
year beginning November 15, 2007
(almost a year later than what was
proposed in the working draft).
The following is a synopsis of the
Statement. For a complete copy of
the Statement, go to the FASB Web
site at www.fasb.org. Alternately, you can
e-mail me and I will send you an
Adobe version of the Statement.
FASB Statement No. 157 defines
fair value as:
...the price that would be received for
an asset or paid to transfer a liability in
an orderly transaction between mar
ketplace participants at the measure
ment d a te .2 [Emphasis added]
This has been a lte re d slightly
from the working draft which read:
...the price that would be received for
an asset or paid to transfer a liability in a
current transaction between marketplace
participants in the reference market for the
asset or liability.3
The words emphasized in italic
are further clarified and defined in
paragraphs 6 through 10 of FASB
Statement No. 157 and are summa
rized below:
1. Asset or Liability (paragraph 6):
The Statement clarifies that the
measurement of fair value should
consider the following attributes
of the asset (or liability) being val
ued:
a. The condition and location of
the asset (or liability)
b. Any liabilities or restrictions
attributable to the sale of an
asset (or transfer of the liabil
ity) as of the m easu rem en t
date
C. Whether the asset (or liability)
is a “stand-alone” or part of a
group (for example, part of a
reporting unit or business)
2. Orderly Transaction and Price (para2 FASB Statement No.
3 FASB Statement No.
4 FASB Statement No.
5 FASB Statement No.

6

157, Paragraph 5.
15X, Paragraph 5.
157, Paragraph 8.
157, Paragraph 12.

graph 7): The Statement clarifies
th a t an o rd erly tra n sa ctio n
assumes exposure to the market
for a period of time that is “usual
and customary” for similar assets
(or liabilities) and that is not a
forced liquidation or distressed
sale. Also, it is n o ted th at the
transaction is a hypothetical trans
action considered from the perspec
tive of one that holds the asset or owes
the liability as of a specific date
(the measurement date).
Paragraph 8 goes on to state that,
in calculating fair value, the asset (or
liability) is assumed to sell in the
principal (or most advantageous)
market. This market is defined to be
“...the market in which the report
ing entity would sell the asset or
transfer the liability with the price
th a t m axim izes the am o u n t th at
would be received for the asset or
minimizes the amount that would be
paid to transfer the liability, consid
ering transaction costs in the respec
tive market(s).”4
Paragraph 9 m entions that the
value placed on an asset (or the costs
associated with the transfer of a lia
bility) should not be adjusted for
transaction costs and that such trans
action costs should be accounted for
as stated in other accounting pro
nouncements. However, it does state
that consideration must be given to
the costs associated with moving the
assets to th e ir prin cip al or m ost
advantageous market, if applicable.
3. Market Participants: Market partici
pants (as outlined in paragraph
10) are buyers and sellers who
are:
a. In d ep en d en t of and are not
related to the entity (or assets)
being valued
b. Knowledgeable and have a rea
sonable level of understanding
about the facts regarding the
entity (or assets) being valued
c. Have the legal and financial

means to buy or sell the entity
(or assets) being valued
d. Willing buyers or sellers that
are motivated, but not other
wise forced or com pelled to
buy or sell
Paragraph 11 clarifies that, in esti
m ating fair value, the re p o rtin g
entity, an d thus the a p p ra iser,
should identify characteristics that
identify general market participants
and that specific market participants
do not have to be identified.
The Statem ent goes on to state
that fair value assumes the acquired
asset will be used at its highest and best
use (HABU), which is defined as
“.. .physically possible, legally permis
sible, and financially feasible at the
measurement date. In broad terms,
HABU refers to the use of an asset by
market participants that would maxi
mize the value of the asset or the
group of assets w ithin which the
asset would be used. HABU is deter
mined based on the use of the asset
by market participants, even if the
in te n d e d use o f the asset by the
reporting entity is different.” 5
The Statem ent then recognizes
that there is a difference in value
between an in-use and in-exchange
premise.
If the asset would provide maxi
mum value to a market participant
in com bination with o th er assets
(i.e., its HABU is to be utilized as
part of an ongoing operation), then
the value premise, which should be
used, is that of in-use. Under this sce
nario, the asset would be assumed to
be sold, and consequently operated
with the other assets in its group.
However, if the asset would pro
vide m aximum value to a m arket
participant as a stand-alone asset
(i.e., its HABU is to be sold on a
stand-alone basis), then the value
premise, which should be used, is
that of in-exchange. The valuation
would assume that the asset would
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sell independently of the other assets
in its group.
The consideration of whether to
value an asset in-use or in-exchange
needs to be based on the HABU typi
cal market participants would place
on the asset and how they would
price the assets accordingly.
For liabilities, the assumption is
made that the liabilities transfer own
ership and that any nonperformance
risks also pass on to the purchasing
party (paragraph 15).
Paragraphs 16 and 17 outline how
to handle the initial recognition of
fair value. Paragraph 16 recognizes
the fact that ".entities do not neces
sarily sell assets at the price paid to
acquire them. Similarly, entities do
not necessarily transfer liabilities at
the prices received to assume them.”6
However, the Statement indicates
that, in many cases, the transaction
p rice (th e en try p rice by the
acquirer) will be equal to the exit
price (the price at which the asset is
sold or the liability is transferred)
and, as such, the overall transaction
price will represent the fair value of
the assets and liabilities transferred.
Any of the following may be situa
tions in which the transaction price
may not represent the true fair value
of the asset or liability:
1. T he tra n sa c tio n is betw een
related parties.
2. The sale was made under duress
(such as during a bankruptcy).
3. The unit of account represented by
the transaction price is not the
same as the unit of account mea
sured at fair value (for example, if
only one portion of the assets trans
ferred in a transaction is valued).
4. The market in which the transac
tion occurs is different from the
m arket in which the reporting
entity would typically sell the asset
or transfer the liability.
In the cases mentioned above, the
fair value may also be different than
the transaction price paid.
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The next section of the Statement
goes on to briefly describe the three
approaches to value that appear to
be fairly consistent with the Ameri
can Society of Appraiser’s (ASA’s)
and other societies’ interpretation of
these approaches.
The Standard acknowledges that the
valuation techniques used to conclude
fair value should include consideration of
the market (sales comparison) approach,
the income approach, and the cost
approach. The actual approach(es) to be
utilized are those
...appropriate in the circumstances
and for which sufficient data are avail
able.... In some cases, a single valuation
technique will be appropriate. ...I n other
cases, multiple valuation techniques will
be appropriate. When multiple valuation
techniques are used... the results... shall be
evaluated and weighed, as appropriate,
in determining the single estimate offair
value.7
The next section of FASB State
m ent No. 157 states that the valua
tion techniques utilized should be
consistently applied unless a change
in valuation technique would pro
duce a more representative fair value
resulting from the availability of new
information or the improvement of
one of the techniques.
In the application of all of the val
uation techniques, FASB Statement
No. 157 defines two different types
of inputs which are as follows:
a. Observable inputs are inputs that
reflect the assumptions market partici
pants would use in pricing the asset or
liability developed based on market data
obtained from sources independent of the
reporting entity.
b. Unobservable inputs are inputs
that reflect the reporting entity’s own
assumptions about the assumptions market
participants would use in pricing the asset
or liability developed based on the best infor
mation available in the circumstances.8
[Emphasis in the Statement]

Based on the guidance in the
Statem ent, the estim ation of fair
value should maximize the use of
observable inputs and minimize the
use of unobservable inputs.
The next section of FASB State
ment No. 157 (paragraphs 22 to 30)
outlines what is referred to as the fair
value hierarchy, which considers the
relative reliability of inputs into the
valuation process. This hierarchy
gives the highest reliability and prior
ity to quoted prices (unadjusted) for
identical assets or liabilities in active
markets (Level 1) and the lowest reli
ability and priority to inputs from
the entity being valued (Level 3).
The Statement recommends that all
inputs be evaluated and weighted, as
appropriate, when they are being
considered in the valuation process.
The Statement then goes on to
detail the various levels in their hier
archy. The following is a brief sum
mary of these levels:
Level 1
These inputs reflect quoted prices
for identical assets or liabilities in an
active market. An active m arket is
one in which there are sufficient
transactions to provide ongoing pric
ing inform ation. Caution must be
taken when using transactions that
occur after the close of a market, but
prior to the m easurem ent date, as
these may not be truly reflective of
fair value. Also provided in this sec
tion is guidance that, when valuing
blocks of financial assets, the total
fair value should be estimated as the
value of one of the units included in
the block multiplied by the number
of units in the block. The value of
the shares should not be adjusted
because of the size of the block. If
quoted prices are not available or
accessible for each unit contained
within a block, an alternate method
of pricing may be used if the method
is demonstrated to replicate actual
prices for other units.

6 FASB Statement No. 157, Paragraph 16.
7 FASB Statement No. 157, Paragraph 19.
8 FASB Statement No. 157, Paragraph 21 (a) and (b).
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Level 2

These inputs reflect quoted prices in
markets such as (a) quoted prices
for similar assets in active markets
(b) quoted prices for identical or
similar assets in not active markets
(c) inputs other than quoted prices
that are observable and (d) inputs
th a t are derived by c o rre la tin g
observable m ark et data. These
quotes may need to be adjusted in
o rd er to arrive at fair value. The
Statement cautions that, if the adjust
ments are large in nature, the result
may be less reliable, and thus, may
actually be a lower level (i.e., level 3)
estimate.
Level 3

These inputs reflect inputs other
than directly observed quoted prices.
Examples given for financial instru
ments include interest rates, yield
curves, default rates, etc., and other
situations in which there is little to
no m arket activity. This level may
include input and assumptions from
the reporting entity as well as other
unobservable inputs.
Paragraph 31 of the Statem ent
clarifies the position that, in a mar
ket in which bid and ask prices are
used, the fair value should fall some
where in the range of the bid and
ask prices.
The next section of FASB State
ment No. 157 (paragraphs 32 to 33)
details the disclosure requirements
applicable to all companies that fol
low GAAP. In essence, the Statement
requires the following:
Entities shall disclose sufficient
information so that users of the
financial information can evalu
ate the extent to which fair value
was used to revalue assets and lia
bilities including:
a For assets or liabilities revalued
on a regular basis:
i. The fair value estimate as of
the measurement date;
ii. T he level w ithin the fair
value hierarchy (i.e., Levels
9 FASB Statement No. 157, Paragraph A2.
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1 to 3) in which the value
measurement falls;
iii. For fair values, which relied
significantly on Level 3
inputs, a reconciliation of
the beginning and ending
balances and a breakdown
of the changes by major cat
egory (i.e., gains and losses,
purchases and sales, trans
fers, etc.);
iv. The total amount of unreal
ized gains or losses for assets
and liabilities still held at
the reporting date; and
v. The valuation technique(s)
used to measure fair value
and a discussion of any
change in valuation tech
n ique from the previous
year.
b. For assets or liabilities revalued
on a nonrecurring basis (such
as impaired assets):
i. The fair value measurement
recorded as the reason for
the measurement;
ii. T he level w ithin the fair
value hierarchy (i.e., Levels
1 to 3) in which the value
measurement falls;
iii. For fair values m easured
using prim arily Level 3
in p u ts, a d e scrip tio n of
those inputs and the infor
m atio n used to develop
those inputs;
iv. The valuation technique (s)
used to measure fair value
and a discussion o f any
change in valuation tech
n iq u e from the previous
year.
The final section of the Statement
(paragraphs 36 to 39) reiterates the
effective date (November 15, 2007)
and issues reg ard in g filings and
exceptions to the effective date.
Appendix A (Pages 17 to 36 of
the Statem ent) provides fu rth e r
guidance to the provisions set forth
on pages 1 to 16 of the Statement. It
also gives some clarifying examples.

I will not go through this section
in detail, but will outline some of the
highlights that may be of interest to
the reader.
Paragraph A2 outlines the fact
that:
...any fa ir value measurement
requires that the reporting entity deter
mine:
a. The particular asset or liability that
is the subject of the measurement (consis
tent with its unit of account)
b. For an asset, the valuation premise
appropriate for the measurement (consis
tent with its HABU)
c. The principal (or most advanta
geous) market for the asset or liability (for
an asset, consistent with its highest and
best use)
d. The valuation technique(s) appro
priate for the measurement, considering
the availability of data with which to
develop inputs that represent the assump
tions that market participants would use
in pricing the asset or liability and the
level in the fair value hierarchy within
which the inputs fall.9
Paragraph A4 reviews the in-use
value premise and the fact that the
HABU needs to be considered in
order to decide whether or not the
asset is to be valued in-use or in
exchange.
Paragraph A5 (and its subpara
graphs) details some issues regard
ing this premise of in-use and how it
can be implemented using different
approaches.
Subparagraph A5 (a) indicates
th at the in-use and in-exchange
value may be the same for an asset if,
for example, the asset being valued
is an entire business or a reporting
unit. In this case, the business (or a
reporting unit) is sold as a stand
alone asset, but with the synergies of
all of the components which make
up that business or reporting unit.
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Subparagraph A5 (b) outlines the
fact that the in-use premise might
start out with the value of an asset
being an in-exchange premise and,
after adjustments, end up with an inuse premise. The example given is
th a t of a m ach in e valued in 
ex ch an g e (th ro u g h the m ark et
approach) and which, after addi
tions for transportation, installation,
and other costs, is valued in-use.
Subparagraph A5 (c) outlines the
fact that the in-use premise may be
only valid with the assumption that
other assets are included in the sale.
By example, the Statement outlines
that the in-use value of unique workin-process inventory may assume the
inclusion of the machinery required
to complete that inventory, or the
ability to acquire that machinery.
Subparagraph A5 (d) indicates
that the valuation technique itself
may include the premise of in-use.
As an example, the Statement states
the valuation technique known as
the m u ltip e rio d excess earnings
method, which is used to value cer
tain intangible assets.
Subparagraph A5 (e) indicates
that, in limited situations, the in-use
value may be measured based on an
amount that approximates the allo
cated fair value of the components
of the assets within a group. The
exam ple given is im proved real
estate if the fair value is allocated
between the land and the improve
ments on the land.
Paragraphs A6 through A12 goes
deep er into the consideration of
HABU and the fact that for some
assets, differing HABU determ ina
tions can result in significantly differ
ent fair value conclusions. This sec
tion also provides some guidance as
to when an in-use premise is to be
used o r w hen an in-exchange
premise should be used.
This section of the Statement pro
vides five different examples that,
gone over in detail, are interesting
and beneficial. Below is a brief syn-
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opsis of each example.
The first example outlines a pur
chase of an asset group and how dif
ferent markets (i.e., strategic buyer
versus financial buyer) can result in
different valuations of the assets indi
vidually and in groups. The financial
buyer may pay more for one or two
of the assets, but the strategic buyer
may pay more for the entire group
of assets if they are kept together as a
group. In this case, the value in-use
would be higher, maybe significantly
higher, than the sum of the individ
ual components.
The second example outlines the
purchase of land as part of a business
combination. The land is developed
as an industrial manufacturing loca
tion. However, land nearby has been
recently developed as residential
condom inium units. In o rd e r to
develop the fair value, the appraiser
should com pare the value of the
land as a manufacturing plant (cur
rent use) and the value of the land if
developed for condominiums (alter
nate use). The higher of the two val
ues is to be considered the fair value.
The third example involves the
acquisition of an in-process research
and development project (IPR&D).
If the HABU was concluded to be
the completion of the project, the
fair value in-use would be d e te r
m ined based on the price a buyer
would pay if the IPR&D project were
sold to another market participant
for completion. If the HABU is to
lock up the IPR&D for competitive
or other reasons, the fair value in-use
would be determined based on the
p rice a buyer w ould pay if the
IPR&D project were sold to another
m arket participant as a locked up
(e.g., noncompleted) project. If mar
ket participants would discontinue
the IPR&D project, then the project
should be valued as in-exchange,
which would be determined by the
p rice a buyer w ould pay if the
IPR&D project were sold to another
m arket participant not to be com

pleted. In this case, the value may be
zero.
Paragraphs A13 to A19 clarify that
th ere may be m ultiple valuation
techniques used on any given asset
and that, if multiple valuation tech
niques are used, the results should
be evaluated for reasonableness con
sidering that “...The fair value mea
surem ent is the point within that
range that is most representative of
fair value in the circumstances.”10
T here are two exam ples given
th at are beneficial to go over in
detail by reading the actual State
m ent. Below is a brief synopsis of
each example.
The first example outlines the val
uation of a machine on which both a
cost approach and market approach
analysis were performed. The exam
ple goes th ro u g h the th o u g h t
process involved in choosing the
results of the market approach over
the cost approach (in this case).
The second example outlines the
valuation of software on which both
a cost a p p ro a c h an d an incom e
approach was performed. The exam
ple goes th ro u g h the th o u g h t
process involved in choosing the
results of the income approach over
the cost approach (in this case).
Paragraph A20 (and its subpara
graphs) acknowledges that there are
varying m arkets in w hich assets
a n d /o r liabilities are exchanged.
These are as follows:
• The exchange market (e.g., the New
York Stock Exchange) in which
closing prices are readily avail
able;
• The dealer market (e.g., over-thecounter m arkets) in which bid
and asking prices are more read
ily available;
• The brokered market in which the
broker knows the bid and asking
prices, but the participants typi
cally do n o t know the o th e r
party’s bid or ask price; and
• The principal-to-principal market in
which negotiations are typically

9 FASB Statement No. 157, Paragraph A13.
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private and little inform ation is
available.
The rest of Appendix A outlines
some other relevant issues. I would
rec o m m e n d th a t you rea d and
review these sections in detail in the
actual Statement. The following will
be a brief summary of the subject
matter in each section.
Paragraphs A21 to A25 go into
m ore detail on the various levels
within the fair value hierarchy.
Paragraphs A26 to A27 review the
c o n c ep t that, in m ost cases, the
transaction price paid represents fair
value. Also, an example is provided
of a situation in which this might not
be the case.
Paragraphs A28 to A30 go over
how a restriction on the sale or use
of an asset may affect their fair value
and offer two examples.
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P aragraphs A31 to A32 of the
Statement restress the fact that, in
determining the fair value of a liabil
ity, the credit risk of the reporting
entity needs to be considered. An
example regarding a structured note
follows o u tlin in g the effect of a
changing risk (over time) on the fair
value of that structured note.
Paragraphs A33 to A36 outline
some examples of the type of disclo
sure required by the Statement.
If you perform FASB Statements
No. 141 and No. 142 related valua
tions, and most of us do, I would rec
om mend that you obtain and gain
an un d erstan d in g of FASB State
ment No. 157. The implementation
date is a b o u t a year away, which
should give you ample time to review
the Statement.
On a related subject, please note

TOOLS

A Review of Financial Valuation: Applications and Models, 2nd Edition byJames
R . Hitchner (Hoboken, NJ: Wiley Finance, 2006), ISBN:0-471-76117-6; 1,368pages.
By S te phen J. B ravo, C P A /A B V , ASA, CBA, M ST, CFP, PFP
As he did with the first edition pub
lished th re e years ago, Jam es R.
H itchner, editor and coauthor of
Financial Valuation Applications and
Models, has harnessed the talent of
many of the nation’s leading apprais
ers. In this second edition, Hitchner
and 29 other authors, buttressed by
an a d d itio n a l 33 c o n trib u tin g
authors, discuss and analyze many
im p o rta n t v alu atio n issues c o n 
fro n te d by business ap p raisers.
Hitchner, whose credentials include
CPA/ABV, ASA, is a leading figure
in business valuation and a national
sp eak er and business v aluation
course developer. He is the Manag
ing Director of the Financial Valua
tion Group, a national financial advi
sory services firm.
Each chapter is written with the
goal of advancing our knowledge
a n d u n d e rs ta n d in g o f re le v a n t
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issues in th e c u rr e n t business
appraisal environment. The content
is substantial and challenging, yet
written in a direct no-nonsense style
that gets right to the heart of each
matter.
As we all know, business
appraisals require rigorous quantita
tive and qualitative analysis. This
level of rigor is evident in the book’s
coverage of the valuing of S corpora
tions. Whether the assignment is to
value a controlling or minority inter
est, an S corporation’s unique blend
of accounting and tax attributes,
and resultant cash flows, at both the
entity and shareholder level, busi
ness appraisals have stimulated vast
discussion within the profession in
search of answers to such questions
as the following: Does the S election
itself have value? Will the buyer and
seller negotiate any tax benefits as a

that the FASB is in the process of
rewriting FASB Statement No. 141
(currently called FASB Statem ent
No. 141R). As soon as I obtain a final
version of this Statement, I will write
another article outlining the differ
ences betw een the existing FASB
S tatem en t No. 141 and the new
Statement. From reviewing the draft,
I can tell you that some major modi
fications are under way. X

Douglas R, Krieser, ASA, is the President
and founder of Valcon Partners, Ltd., a valua
tion and consulting firm based in Woodstock, IL. He has written several articles
and has spoken on a national basis on topics
such as the effects of FASB Statements No.
1 4 1 and No. 1 4 2 on the valuation profes
sion, a variety of personal property ta x
issues, and insurance issues. He can be
reached at dougk@valconpartners.com

result of the S election? Do C and S
corporations have the same value at
the controlling entity level? What
about at the m inority level? Do C
and S corporations have the same
cash flow? Should the cash flow be
tax affected? Once the cash flow is
in the pocket of the shareholder
how do you quantify any incremen
tal value?
An ap p raiser c o n fro n ted with
these ch allenging questions can
look to the new chapter entitled
“Valuation of Pass-Through Enti
tie s ” fo r extensive g u id a n c e in
response to these and other rele
vant questions concerning S corpo
ration valuations. The chapter also
discusses the court cases that estab
lished the historical backdrop of S
corporation valuation, the current
status of the debate, sum m ariza
tions o f c u rr e n t c o u rt case
approaches and findings, Internal
R evenue C ode (IRC) S ection
338(10) elections allowing a buyer
to step up the tax basis of assets in a
stock purchase, controlling interest
studies of sales of C and S corpora
tions, and the models espoused by
Treharne, Van Vleet, Mercer, and
Grabowski.
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A n o th er topic th at presents a
myriad of questions to appraisers is
addressed in Chapter Five, “Cost of
Capital/Rates of R eturn.” In arriv
ing at an appropriate cost of capital
for an enterprise, appraisers must
form an o p in io n a b o u t the risk
e x p e cta n cy asso ciated w ith the
e n te rp ris e ’s ex p ected econom ic
income stream. What are the char
acteristics of cost of capital? How do
future growth prospects affect cost
of capital? What is the relationship
betw een risk and cost of capital?
H itchner makes sure answers for
these questions are provided in the
chapter entitled “Cost of C apital/
Rates of Return.”
What source of empirical rate of
return data should be used in devel
oping the cost of capital? Should
“m ean reversion” and supply-side
equity risk premium data affect cost
of capital? Ibbotson Associates now
has m ore than 500 SIC code esti
mates of industry prem ia. Should
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these industry prem ia be used in
quantifying the cost of capital? If so,
how are they p ro p erly applied?
These are ju s t some of the chal
lenges appraisers face in developing
cost of capital. The chapter entitled
“Cost of Capital/R ates of R eturn”
tackles these sim ilarly engaging
issues and provides exam ples of
how to apply them in real valuation
settings. It also contains two adden
dum articles coauthored by Hitch
ner that openly discuss the choices,
criterion, and construction of the
S&P (now Duff & Phelps) and SBBI
rates of returns studies.
C hapters have been rew ritten
and reorganized to keep abreast of
new developments. There is infor
mation about venture capital rates
of return, valuing Family Limited
P a rtn e rsh ip s usin g th e incom e
approach, and a Black-Scholes ver
sus B inom ial M odel m ini-case.
There is a new chapter, “Strategic
Benchmarking for Value,” that will

MOST FIRMS LACK PLANS
FOR RESPONDING TO
REGULATORY INQUIRIES

re s p o n s e team in
place.
D eloitte FAS su r
veyed approxim ately
500
p a rtic ip a n ts
o n lin e ,
in clu d in g
senior-level
financial
More than half of respondents in a recent survey believe that
executives such as
“over the next two years... the number of internal and
chief financial officers
external investigations related tofinancial accounting
and controllers, dur
ing a recent webcast
issues will increase.”An opportunity forforensic
on “What to Do When
accountants? Here’s an overview of the survey’sfindings.
the Regulators Come
A c c o rd in g to an o n lin e p o ll
Knocking at Your Door.” The execu
re le a se d D e c e m b e r 4, 2006, by
tives p rim arily re p re s e n te d the
D eloitte F inancial Advisory Ser
energy and resources, financial ser
vices LLP ( “D e lo itte FAS”), a
vices, and manufacturing industries.
majority of com panies have insti
“The responses to our polling
tuted formal anti-fraud program s
questions were not surprising,” said
and controls in response to the
H ow ard S check, a p a r tn e r in
c u rre n t “h e ig h te n e d reg u lato ry
Deloitte FAS’ Forensic & Dispute
environm ent.” Approximately 75%
Services practice. “Increasingly,
o f th e r e s p o n d e n ts s ta te d th a t
co m panies are reco g n izin g and
th e ir com panies have anti-fraud
beginning to tackle this very impor
programs and controls designed to
tant issue. T hat’s the good news.”
“The challenge for most compa
deter, detect, and prevent fraud.
Only 13%, however, indicated that
nies, however, becomes one of exe
their companies have a regulatory
cution,” added David Bloch, a prin

h elp re a d e rs b e tte r u n d e rs ta n d
organizational performance within
a business. A nother new chapter
focuses on “Special Industry Valua
tions,” including construction, auto
dealerships, radio, cable TV, restau
rants, bars, and nightclubs.
The Financial Valuation Workbook
includes 375 exercises, 400 ValTips,
and 35 checklists and can be used
separately or paired with the book
text to enhance our education and
assist in real valuation assignments.
The second edition of Financial
Valuation, Applications and Models is
all substance. It was designed to be
close by o u r side as we perform
appraisal assignments. I highly rec
ommend it. X

Stephen J. Bravo, C P A /A B V , ASA, CBA,
MST, CFP, PFP, is with Apogee Business
Valuations, Inc., Framingham, MA, a mem
ber of The Financial Valuation Group. He
can be contacted at: (5 0 8 ) 872-6 0 6 0 and
sbravo@apogeebv.com.

cipal in Deloitte FAS’ Forensic &
Dispute Services practice who co
presented the webcast with Scheck.
“W hile positive steps are b e in g
tak e n w ithin c o rp o ra tio n s , we
believe it will be some time before
formal response plans become uni
versal.”
O ther key results to the webcast
poll included the following:
• Almost 60% of the respondents
indicated that, over the next two
years, they believe that the num 
b e r o f in te rn a l a n d e x te rn a l
investigations related to financial
accounting issues will increase.
• 46% of the respondents noted
th a t th e ir c o m p a n ies h ad
responded to an SEC or Depart
m ent of Justice inquiry.
• Almost 36% of the respondents
indicated that to the extent their
com panies had c o n d u c te d an
internal investigation on finan
cial statement issues, such inves
tig atio n did n o t resu lt in any
findings of accounting irregular
ities. X
11
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F Y I...
NEW BV HALL OF FAME INDUCTEE
The Business Valuation Hall of Fame
award recognizes individuals whose
achievements and contributions have
significantly advanced the discipline
and enhanced the valuation profes
sion for CPAs. The newest member
of the AICPA Business Valuation Hall
of Fame is Ronald L. Seigneur of
Seigneur, Gustafson, & Knight, LLP.
When announcing Seigneur’s induc
tion, M ichael Crain, chair of the
AICPA Business Valuation Commit
tee, described Seigneur as “one of
the most passionate people in the BV
community who freely gives his time
to the profession at the expense of
personal time.” Seigneur is a leader
in the development of AI CPA educa
tional courses. He has taught more
than 10 different AICPA group study
courses in m ore th an 25 cities.
Seigneur’s additional contributions

NEW ABV SPONSOR PROGRAM

candidate’s firm/employer
The ABV sponsors must be suffi
ciently familiar with the candidate’s val
uation work. For additional informa
tion about the ABV program, please
visit bvfls.aicpa.org/Memberships/default.htm.

Experienced CPA business valuators
may qualify to join the ABV commu
nity u n d e r a new program , “The
Value of Experience,” if they meet
the following requirements:
• Currently an AICPA CPA member
in good standing
• Passed a valuation exam for an
AM, CBA, CFA, or CVA valuation
credential—exam may be proc
tored or unproctored
• Can attest to having at least 1,000
hours of business valuation expe
rience
In addition, ABV sponsorship is
required. A candidate m ust have
either:
• One ABV sponsor who serves in a
supervisory role within the candi
date’s firm or employer, or
• Two ABV sponsors outside the

At the AICPA 2006 National BV Con
ference in Austin, the AICPA 2006
Business Valuation Volunteer of the
Year Award went to the members of
the AICPA ABV Credential Commit
tee. The committee members recog
nized for their contributions included:
• Kevin Y eanoplos, CPA/ABV,
Chair of the AICPA ABV Creden
tial Committee
• Carl Alongi, CPA/ABV, recent
member of the AICPA ABV Cre
dential Committee
• Christine Baker, CPA/ABV, mem
ber of the AICPA ABV Credential
Committee
• James Lloyd, CPA/ABV, member
of the AICPA ABV C redential
Committee.

not only to the BV community, but
also to the accounting profession in
general, include numerous articles
and presentations in various media.

BV VOLUNTEER OF THE YEAR AWARD

Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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